search was directed toward illegal importation, rather than toward
illegal possession,3 6 of contraband. Weil has made it clear that
the vehicle need not be so directly and positively linked to the
border. The standard of reasonable certainty applies to both elements of the rule, viz., that there is contraband aboard and that it
is presently being imported.
Louis E. BOYLE

TAXATION-FEDERAL INCOME TAX-THE PORTION OF THE NET OPERATING Loss DEDUCTION NOT ABSORBED IN THE "ALTERNATIVE"
TAX COMPUTATION MAY BE CARRIED FORWARD TO ANOTHER YEAR,
NOTWITHSTANDING THAT IT WAS CONSIDERED IN MAKING THE TENTA-

TIvE

TAX COMPUTATION UNDER THE "REGULAR" METHOD.

Chartier

Real Estate Co. v. Commissioner (1st Cir. 1970).
Chartier Real Estate Company had taxable income of $84,903.21
for its taxable year ended June 30, 1962, consisiting of long-term
capital gains of $83,787.64 and ordinary income of $1,115.57.1 The
company computed its tax for the year under the alternative method provided by section 1201 of the Internal Revenue Code of
1954.2

In later years, the company incurred net operating losses which
resulted in carrybacks to the taxable year which ended in 1962.

Chartier therefore filed claims for refund for that year, requesting
36. A search for possession, as distinguished from illegal importation,
would require probable cause. See text acocmpanying notes 3, 4, and 5

supra.

1. Chartier originally reported $83,964.70 as taxable income, but later
agreed with the Commissioner to an increase in ordinary income of
$938.51. Chartier Real Estate Co. v. Comm'r, 52 T.C. 346, 348 (1969).
2. INT. REv. CODE OF 1954, ch. 1, § 1201(a), 68A Stat. 320, as amended,
INT. REV. CODE OF 1954, § 1201 (a), provides:
(a) Corporations.-If for any taxable year the net long-term capital
gain of any corporation exceeds the net short-term capital loss,
then, in lieu of the tax imposed by sections 11, 511, 821 (a) or
(c), and 831(a), there is hereby imposed a tax (if such tax is
less than the tax imposed by such sections) which shall consist of
the sum of(1) a partial tax computed on the taxable income reduced by
the amount of such excess, at the rates and in the manner as
if this subsection had not been enacted, and
(2) an amount equal to 25 percent of such excess ....
All section references in the text are to the INT. REV. CODE OF 1954.
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the use of its aggregate loss carrybacks of $11,458.213 not only
against its ordinary income of $1,115.57, but also against its longterm capital gain in the computation of the alternative tax.
As a precautionary measure, Chartier also took a net operating
loss deduction of $10,342.64 in its tax return for the year ending
June 30, 1965. This amount represented the loss carrybacks to its
1962 tax year of $11,458.21 less its ordinary taxable income of
$1,115.57. Chartier contended that this amount of the loss, if not
allowed in computing the 1962 alternative tax, should be allowed
as a carryover to 1965.
The Commissioner did not agree with the company on either the
alternative tax computation in 1962 or the carryover loss to 1965.
A notice of deficiency was issued covering both taxable years,
1962 and 1965.
Chartier petitioned the Tax Court on the two issues. 4 The Tax
Court upheld the Commissioner's computation of the alternative
tax without the loss carrybacks. 5 But it agreed with the company's
position that $10,342.64 of the carryback loss to 1962 was not absorbed in the alternative tax computation for that year and was
thus available as a carryover to the 1965 taxable year.6
3. The loss carrybacks consisted of $5,362.75 from the year ending June

30, 1964 and $6,095.46 from the year ending June 30, 1963. Chartier Real
Estate Co. v. Comm'r, 52 T.C. 346, 348 (1969).

4. All of the other adjustments for each year were agreed to and are

not at issue in the case. Id. at 350.
5. The Commissioner's computation after application of the net operating loss carrybacks was as follows:
(1) Regular Method

Normal tax: 30% x $73,445.00
Surtax
: 22% X $48,445.00
Total
(2) Alternative Method
Taxable income
Less: Excess net long-term capital gain
over net short-term loss

$22,033.50

10,657.90

$32,691.40
$73,445.00
83,787.64
$ -0-

Partial tax on taxable income thus reduced
$ -0Plus: 25% x $83,787.64
20,946.91
Total
$20,946.91
Id. at 349.
6. Chartier's computation for the year ending in 1962 is similar to this
one:

The Court of Appeals for the First Circuit affirmed the
Tax Court's findings on both points in a brief per curiam opinion.
Chartier Real Estate Co. v. Commissioner, Nos. 7513-15 (1st Cir.
7
May 29, 1970), aff'g 52 T.C. 346 (1969).
In arriving at its determination on the alternative tax computation, the Tax Court supported its position by reference to the
applicable committee reports and to a prior decision on the matter.8 In allowing the carryover to 1965, the court found no precedent and did not refer to any specific committee reports, but based
its decision instead on an interpretation of the loss carryover section and the purpose behind it.9
Specifically, the court found that the phrase "to which such
loss may be carried" in the second sentence of section 172(b) modifies both "taxable income" and "each of the prior taxable years."
It also found that when the tax liability is computed under section 1201, taxable income so modified means taxable income reduced by the excess of the net long-term capital gain over the shortterm capital loss.10
The first part of the decision appears to be correctly decided and
based on settled law. It is suggested, however, that both the Tax
Court and the appellate court erred in allowing Chartier to carry
forward the loss.
Several reasons support this contention. First, the section 63 definition of "taxable income" should be controlling. 1 Second, the
Taxable income before carrybacks

$84,903.21

Income actually taxed in the alternative tax
computation (net long-term gain)
83,787.64
Taxable income available to absorb the loss
$ 1,115.57
Loss carrybacks
(11,458.21)
Amount available as a carryover to
the 1965 tax year
$ (10,342.64)
Id. at 349.
7. The government was not authorized to petition for certiorariwith the
Supreme Court. 7 CCH 1970 STAN=. FED. TAX REP. I 70,709.
8. Well v. Comm'r, 229 F.2d 593 (6th Cir. 1956), affg 23 T.C. 424 (1954).
9. INT. REV. CODE OF 1954, § 172 (b) (2) states:
(2) AMOUNT OF CARRYBACKS AND CARYOVERS.-[T]he entire amount
of the net operating loss for any taxable year

. . .

shall be carried

to the earliest of the taxable years to which (by reason of paragraph
(1)) such loss may be carried. The portion of such loss which shall
be carried to each of the other taxable years shall be the excess,
if any, of the amount of such loss over the sum of the taxable
income for each of the prior taxable years to which such loss may
be carried.
10. Chartier Real Estate Co. v. Comm'r, 52 T.C. 346, 357-58 (1969).
11. INT. REV. CODE OF 1954, § 63 (a) states:
(a). GEimA.L RuL.- [F)or purposes of this subtitle the term
"taxable income" means gross income, minus the deductions allowed by this chapter ....
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committee reports and a common sense reading of the Code do
not support the decision. Third, examination of other carryover
provisions of the Code shed doubt on the conclusion. Fourth, the
court's decision leads to unanticipated and often discriminatory results.
Section 63
Section 63 purports to define taxable income for the entire income tax subtitle, including sections 172 and 1201. It states
clearly and unequivocally that the taxable income for the subtitle
is gross income minus the allowable deductions; it makes no exceptions.
Taxable income for Chartier under section 63 is the gross income
minus the deductions, or $73,445.00. Section 172(b) (2) uses the
term "taxable income" and specifies the exceptions to section 63's
definition. The exception which is applicable to Chartier is contained in subsection 172(b) (2) (B), that the taxable income is to be
computed without the loss carrybacks. 12 The taxable income
for section 172(b) (2) is thus the taxable income of $73,445.00 plus
the loss carrybacks of $11,458.21 or $84,903.21.13
Under section 63, taxable income remains the same regardless of
the type of tax computation used. Section 1201 provides only for
a different tax computation based on that taxable income; it does
not redefine it. Thus, even if "to which such loss may be carried"
modifies "taxable income," that taxable income would still be the
section 63 income as modified in 172(b) (2) of $84,903.21. There
are no loss deductions in excess of that amount.
That section 63 does have such an all inclusive effect as its
wording indicates is evidenced by the use of the term "taxable income" in many sections. In each section, the term is apparently
given the section 63 definition; if not, it is specifically redefined
within the section.14 To be consistent, taxable income in section
12. Section 172(b) (2) also provides for taxable income to be modified
by certain paragraphs in section 172(d). The only paragraphs specified
in 172(d) which apply to corporations are those for the so-called special
deductions (sections 242 and 922) and for the dividend received deduction.
Chartier does not have any of these items.
13. See note 5 supra.
14. For sections that use "taxable income" as it is defined in section 63,

172 should be that defined in section 63, except as modified in the
loss section itself.
CongressionalIntent
The committee reports are admittedly not conclusive in showing
congressional intent in the interpretation of section 172 or the effect of section 1201. They do, however, contain some information
that indicates Congress did not intend the result in Chartier.
Section 172
In discussing the forerunner of section 172,15 the House stated
that the amount of the carryover is "the excess of the net operating
loss over the sum of the net income for each of the intervening
years computed with the limitations, additions, and exceptions in
clause (i) and (ii)" of this section.'
The term "taxable income"
was substituted for "net income" in section 172 for purposes of
clarification, but with no substantive change intended. 17 The report does not mention the phrase "to which such loss may be carried" in relation to net income, nor indicate that net income is to
be altered by any provisions other than the modifications specified
in the loss section.
Section 1201
In enacting the predecessor of section 1201,18 the Senate indicated
that the alternative tax was a tax on the net income, to which was
added a percentage of the net long-term capital gain.' 9 Thus, the
tax is based on the same taxable (net) income but is merely computed differently from the regular method. As the Tax Court itself noted, no substantive change was intended in enacting section
1201 after its predecessor. 20 The comment is therefore applicable
to the current section and indicates that the alternative tax is only
see INT. REV. CODE OF 1954, §§ 2, 3, 4, 11, 21, 56, 163, 170, 174, 182, 186, 211,
241, 246, 247, 248, 261, 270 (repealed 1969), 441, 443, 446, 451, 453, 455, 461,
481, 535, 545, 613, 643, 661, 703, 823, 904, 922, 941, 1212, 1247, 1302, 1348.
For sections that use "taxable income" but redefine it for their purposes
to something other than that defined in section 63, see INT. REv. CODE OF
1954, §§ 593, 832, 852, 857, 862, 901, 1211, 1373.
15. INT. REv. CODE OF 1939, § 122(b), 53 Stat. (Part 2) 867 (now INT.
REv. CODE OF 1954, § 172 (b) ).
16. Quoted in 1953-2 Cum. BuLL. 519.
17. Chartier Real Estate Co. v. Comm'r, 52 T.C. 346, 353.
18. INT. REv. CODE OF 1939, § 117(c), 53 Stat. (Part 1) 51 (now INT.
REv. CODE OF 1954, § 1201(b) ).
19. Quoted in 1939-1 Cum. BuLL. (Part 2) 794.
20. 52 T.C. at 353.

Recent Cases
SAN DIEGO LAW REVIEW

a different method of tax computation, but intends no change to
the taxable income.
A reading of section 1201 produces the same conclusion. Section
1201 imposes a tax computed in accordance with its provisions in
lieu of the "regular tax." The basis for calculation of the tax is a
percentage of the taxable income reduced by the net long-term capital gain plus a percentage of the gain itself. It does not change or
enlarge the taxable income for the year, but is merely a tax computation section.
Other Carryover Sections
InsuranceCompany Provisions
The sections regarding the taxation of insurance companies contain provisions similar to those discussed in Chartier. For example,
section 812 provides for an operations loss deduction to life insurance companies, similar in wording and effect to the net operating
loss of section 172.
Section 812 provides in pertinent part that the portion of a loss
from operations "which shall be carried to each of the other taxable years shall be the excess (if any) of the amount of such loss
over the sum of the offsets ...
for each of the prior taxable
years to which such loss may be carried." With the exception of
the substitution of the technical terms, the wording is identical to
that of section 172(b) (2). Offset means something different from
life insurance company taxable income. 21 Interpreting section 812
as the court did 172(b) (2) results in holding that "to which such
loss may be carried" modifies offset as well as prior taxable years.
The result makes no sense since the loss is not carried to the offset
but to the taxable income.
Section 802 provides for an alternative tax for life insurance companies computed by the sum of (1) a partial tax at regular rates
on the life insurance company taxable income reduced by the excess of the net long-term capital gain over the net short-term capital loss and (2) the percentage specified in section 1201(a) on the
21. "Offset" means the increase in the operations loss deduction that reduces the life insurance taxable income, computed without section 802
(b) (3), to zero. See INT. REV. CODE OF 1954, § 812(d). Life insurance
company taxable income is defined in section 802 (b).

excess gain. The insurance company alternative tax is computed
with reference to taxable income, while the loss section 812 refers
only to offset. These two sections are parallel with sections 1201
and 172(b) (2). Inasmuch as the loss carryover section contains
no reference to taxable income, the court's finding in Chartierthat
it is the taxable income in the alternative tax computation to which
such loss may be carried is a non sequitur. It is doubtful that
Congress could have intended such similar provisions to yield such
divergent results.
Mutual insurance companies carry over their losses under section 825, which uses wording identical to that of section 812, including the use of "offset" instead of "taxable income." Mutual
insurance companies moreover use section 1201 to compute alternative tax. Thus, even using section 1201 for the alternative tax
computation, there is no taxable income in the loss carryover section to be modified and hence no basis for concluding that a taxable
income different from that arising under the "regular method" is
meant.
Insurance companies other than life insurance and mutual insurance companies use section 172 and section 1201. Section 832
specifically defines taxable income for such companies as "gross
income defined in subsection (b) (1) less the deductions allowed
by subsection (c)" of that same section; it also allows the loss deduction under section 172. Where the definition of taxable income is specifically stated within the same section providing for
deduction of the loss, taxable income should not be reinterpreted
to mean that taxable income actually used in the alternative tax
computation. Yet, that is what the court in Chartier would seem
to hold.
Minimum Tax
Recently enacted section 5622 also seems to indicate that the present result was not the one Congress intended, nor one to be reasonably anticipated. In general, the section provides for a ten percent minimum tax on certain tax preference income. Subsection (b)
provides for a deferral of the tax in the case of a year when a portion of a net operating loss remains as a carryover to a succeeding
taxable year.
The minimum tax is ten percent on the excess of tax preference
items over the sum of $30,000 and the tax for the year. Section
22. Enacted as part of the Tax Reform Act of 1969, P.L. 91-172, § 301 (a).
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56(b) provides for a deferral of the tax when the taxpayer has tax
preference items in excess of $30,000 only, indicating that Congress
intended to give the deferral of tax to those who pay no tax in the
year. Congress apparently did not contemplate a situation where
a tax was paid in the year, but a net operating loss carryover still
remained.
The effect of section 56(b) is to defer the payment of some or all
of the minimum tax to future years. By allowing the loss carryover, the court has provided a means for the taxpayer to defer payment of the minimum tax, even where a tax was paid in the current year. This added tax advantage would not seem to have been
intended in the case of a taxpayer who otherwise had a tax liability for the year.
DiscriminatoryEffect of the Decision
Aside from technical considerations and the intent of Congress,
an evaluation of the court's decision should include an examination
of the fairness of the holding and its thrust in other situations.
The decision is unfair in that a corporation with the same amount
of capital gains and ordinary income as Chartier, but with a larger
loss carryback, would not be able to carry forward any of the loss.
Chartier, however, gets both the benefit of the alternative tax computation and the loss carryover. For example, consider the fol23
lowing situation:
Corporation

Corporation

Net long-term capital gain

Ordinary income
Less: Net operating loss deduction
Taxable income

$100,000
10,000
(25,000)t
$ 85,000

$100,000
10,000
(45,000)t
$ 65,000

Tax: Regular

$ 34,300

$ 24,700*

A

Alternative
Net, operating loss carryover

25,000*
$(15,000)t

B

25,000
$ -0-

Due to corporation B's larger net operating loss deduction, cor-

poration B has a $20,000 smaller taxable income. But because of
23. The examples assume a calendar year 1965. The amounts indicated
with an asterisk (*) are each corporation's tax liability for the year. The

notation t calls attention to the use of parenthesized figures to indicate loss.

the alternative tax computation, corporation A not only pays just
$300 more tax than Corporation B, but also has an added benefit
of a $15,000 loss carryover. The Chartierdecision can thus be seen
as an inducement to manipulate deductions from one year to another in order to use the alternative tax computation in a year in
which a net operating loss deduction is also claimed.
The decision is also discriminatory. The rationale would not
apply to corporations who have an ordinary loss arising in the tax24
able year. Consider the following illustration:

Net long-term capital gain
Ordinary income (loss)
Less: Net operating loss deduction
Taxable income
Tax: Regular
Alternative
Net operating loss carryover

Corporation

Corporation

$ 34,300
25,000*
$(15,000)t

$ 34,300
25,000*
$ -0-

A
$100,000
10,000
(25,000)t
$ 85,000

B
$100,000
(15,000)t
-0$ 85,000

Both corporations pay the same amount of tax, but corporation
A has a loss carryover to other years. This result is commanded
because the court interpreted the precise words of section 172(b)
to arrive at its result, and that section deals exclusively with carrybacks and carryovers. An ordinary loss arising in the year would
not be either a carryback or a carryover loss, although that loss
would also not be used to reduce the net long-term capital gain in
the alternative tax computation.
The court's conclusion also appears inapplicable to taxpayers
other than corporations due to the modification for the long-term
capital gain deduction under section 172 (d).
The court did not consider that a portion of the expenses of the
year might be attributable to earning the capital gain income.
For example, while the company was primarily engaged in renting
real estate, a large portion of its salaries could be attributed to
efforts to sell the property that resulted in the gain. Since the
court in effect recomputed the taxable income when the alternative tax computation was used, it should also allocate the expenses between the ordinary income and the capital gain income
to arrive at a truly representative taxable income.
One wonders if such a fine distinction made by the court in interpreting section 172, not supported by an analysis of similar
24. See note 23 supra.
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Code provisions elsewhere, could have been the intended result
of Congress where the distinction unfairly discriminates against
other taxpayers in similar situations and which is not borne out by
a common sense reading of the Code.
VIRGMIA V. SHUE

